ABSTRACT. The purpose of this paper is to investigate quantitatively and also at micro level the claim that Islamic banking offers high performance and stability. In order to evaluate the risk-return characteristics of the Islamic banks, Bahrain Islamic Bank (BIB) has been taken as an example.
Introduction
Introducing the profit-sharing concept as an alternative to interest-based banking, is the main principle of the Islamic banking. With a very young history of 20 years, Islamic banks are still in their infancy, and therefore have not yet established their image. During the introduction and current growth stages of their life cycle, many claims have been made about the performance and risk level of Islamic banks. Qureshi (1984) and Naqvi (1981 and claim that equity-based financing in the Islamic framework will increase the exposure of the Islamic bank to risk. But the consensus among Islamic scholars is that the elimination of interest tends to increase stability. Chapra (1982 and 1985) , Kahf(1982) , Khan (1982) , Mohsin (1982) , Pervez (1990) , Siddiqi (1983 and and Zarqa (1983) are only few names to be mentioned from a long list of the supporters of the idea that the profit-sharing system of Islamic banking is intrinsically more stable than the system based on interest and, therefore, too excessive fluctuations in rates of return can be prevented.
In financial theory, risk and return have linear relationship, i.e. low risk is associated with low return and high risk consequently brings high return. According to the Capital Asset Pricing model, firms have their position on the security market line and try to generate returns commensurate with their risk.
(1)
The purpose of this study is both to investigate the proposition that the Islamic banks are low risk institutions and to determine their risk-return relationship quantitatively and at the micro level.
As a new concept, Islamic banking is completely different from the conventional commercial banking as its total risk is the function of three different factors combined together.
First factor of the risk originates from the new classification of the deposit holders. Since the depositors are not entitled to receive a fixed interest rate but are going to share the profit with Islamic bank according to a mutually agreed percentage, theoretically, depositors' money should be considered as equity. This transformation of depositors to suppliers of equity of the bank will reduce the financial leverage ratio (debt/equity) and, consequently, the risk level of Islamic bank; because, the low financial leverage indicates a low level of fixed interest payments to creditors, with small variations in net profit and earnings per share.
(2) Therefore, the risk of Islamic bank, as measured by standard deviation of profit or profitability, declines continuously, and at an increasing rate, as equity is substituted for debt.
Second factor of the risk in Islamic bank depends on the level of the coverage of interest charges ratio (net operating income over interest charges). Since interest is abolished for deposit holders and is replaced by profit sharing, the fixed interest payments is minimized or completely eliminated. Therefore, the coverage of interest charge ratio will be either very high or meaningless. Consequently, the higher the coverage of interest charges ratio becomes, the lower the degree of financial leverage and safer the institution. The first and second factor of risk are not mutually exclusive, i.e. two institutions would have identical (debt/equity) ratios, but the firm with a higher coverage ratio would be properly interpreted as being less levered. (3) This analysis of the new risk component indicates that, since interest payments are reduced to a minimum existence, the Islamic banks will have a higher coverage of interest charges ratio, and a lower financial risk than the conventional commercial banks.
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The third factor of the risk in the Islamic bank is related to the new status of the loans given by these institutions. Islamic banks are based on the Islamic legal concepts of Shirkah (partnerships) and Mudarabah (profit sharing). Islamic banks raise funds from deposit holders on the basis of profit sharing and are advancing loans which can be considered as capital to entrepreneurs on the same basis. Profits accruing to entrepreneurs on the capital advanced by the bank are shared according to a mutually agreed percentage. Since interest rate on loans is replaced by profit sharing, and profits may be volatile, the risk of the loan portfolio will increase. Therefore the third factor of the risk, i.e. the conversion of loans into capital participation to companies, will make the Islamic bank riskier than the conventional commercial bank.
In addition to mudarabah and shirkah financing there are number of financing arrangements (such as bay' al muajjal and bay' al-murabahah) which may tend to occupy a relatively larger proportion of the loan portfolio of the Islamic banks in the initial phase.
These financing alternatives yield with their current modern usage a specified margin of profit to the bank and therefore their risk level is less than the classical financing instruments of the Islamic banking. There are concerns among Islamic scholars that muajjal and murabahah forms of financing may deteriorate into purely financing arrangements with the agree profit margin being no more than a camouflage for interest. Therefore, the Council of Islamic Ideology (1980) has stressed that it would not be advisable to use it widely or indiscriminately.
Currently, both muajjal and murabahab operations are an extension over their classical sense and it is the expectations of the Islamic scholars that these financing alternatives are going to be reduced with the passage of time and accumulation of experience in Islamic banking. (4) As a result, both the first factor (converting deposit holders into suppliers of equity) and the second factor (replacement of interest payments to deposit holders by profit sharing) have the tendency to lower the risk of Islamic banks but the third factor (interchanging fixed loan income with the participation into profit of loan customer) will have the potential to increase the risk of Islamic bank. The overall risk of an Islamic bank will be determined by the net effect of these three factors.
Research Methodology
In order to analyze the risk-return relationship of Islamic banking institutions, Bahrain Islamic Bank (BIB) has been taken as an example. The reasons for this choice were the availability of financial data for this bank since its establishment in 1979, and the official trading of its stock on Bahrain Stock Exchange.
Research has been conducted through three different methods. First, for the last 10 years various profitability ratios and their risk levels (standard deviation and coefficient of variation) are calculated for BIB and for the commercial banking sector in Bahrain. Second, for five years rates of return of BIB's common stock and their standard deviations are compared with the other common stocks listed in Bahrain Stock Exchange. Third, the behavior of BIB's stock is investigated in five-stock portfolios in order to determine a pattern about risk diversification characteristics of BIB's stock.
For ratio analysis data is gathered from the financial statements and annual reports of the individual banks, annual reports and quarterly statistical bulletins of Bahrain Monetary Agency for a period of 1979-1989. Also, information about stock analysis for the years 1986-1990 is collected from semiannual reports of the Bahrain Stock Exchange, annual reports of the individual companies, Gulf Daily News and Akhbar Al-Khaleej.
(5)
Research Findings

Risk-Return Characteristics of BIB: Ratio Analysis
Here, three ratios such as Return on Assets, Gross Income over Risk Weighted Assets, and Return on Equity are calculated for BIB and for all the locally incorporated commercial banks (including BIB) in Bahrain as an industry average. Table I shows that return on assets (ratio of net profit after tax over total assets) on average is higher in BIB than the commercial banking sector. At the same time, risk level of this profitability, measured by standard deviation and coefficient of variation, is much smaller for BIB than the commercial banking sector. Table II exhibits the results of the ratio of gross income over risk-weighted assets.
(6) The classification of the total assets according to their risk level did not change the previous findings, i.e. BIB is performing better than the locally incorporated commercial banks and exhibits a much lower risk. As regards the profitability of equity holders, measured by net profit after tax over total equity, BIB's result is slightly lower than the industry average. But the risk level of this profitability is drastically lower than the industry average, as seen in Table III . The reason of this lower ROE is that BIB is paying much higher share in profit for its depositors than the available deposit rate in the conventional commercial banking. The profitability measures used here indicate that BIB has achieved a higher profitability, except with a slightly lower ROE ratio, than all the other local banks in Bahrain during the period 1980-1989. This result becomes more valuable when we consider the fact that the high profitability of BIB occurs at the same time as the institution displays a lower coefficient of variation than the rest of the commercial banks.
Risk-Return Characteristics or BIB: Stock Analysis
When assessing the bank's performance, income statements do not always reveal the whole story. To assess a bank's performance potential, bank stock price movements can be analyzed (Madura, 1992) . Here, the intention is to determine the risk-return characteristics of the stocks listed in Bahrain Stock Exchange, and then compare BIB's stock with the others. Therefore, first the annual returns of each stock for a period of five years between 1986-1990 are calculated with the help of the following formula. Pt -1 = market price at the end of period (t -1) C t = cash flow income received during the (t)th period r i = rate of return on common stock (i) Afterwards, the average annual returns, standard deviations of annual returns, and coefficient of variations of each stock have been calculated and the results are exhibited in Table IV. As is seen from Table IV, the average return on BIB has a ranking of eleven from the top in the total market. But if only the commercial banking sector is considered, BIB's stock achieved the second best performance after Bahrain Saudi Bank (In vestcorp is classified as an investment bank).
In terms of standard deviation of annual returns, BIB has the third lowest risk in total market. But if only commercial banks are considered, BIB's stock has the lowest deviation of annual returns among all the commercial banks.
Ranking by coefficient of variation shows that BIB has the third lowest risk in the total stock market. But if only commercial banking stocks are considered, again, BIB offers the lowest risk. Instead of risk minimization, this finding can be expressed as profit maximization (the reciprocal of coefficient of variation), i.e. for a given level of risk, BIB has the third highest average return on Bahrain Stock exchange, and the highest average return among all the commercial banks listed in the stock exchange. Coefficient of variation comparison exhibits that the risk per unit of return for BIB is smaller than the risk unit of return for all the commercial banks. That is, even though both groups (BIB and the other commercial banks) face the same business risk, when both risk and return are simultaneously considered, BIB is superior.
It should be noted that this result does not necessarily hold in a portfolio context, where the appropriate risk measure is not only the standard deviation or coefficient of variation but is also the correlation coefficient.
Risk-Return Characteristics of BIB: Portfolio Analysis
The portfolio behavior of BIB's stock is determined by taking the following steps i -First the stocks of 26 actively trading companies registered with the Bahrain Stock Exchange were classified into five industries according to their lines of business. Then each industry's weight has been calculated: ii -Second, five-stock portfolios have been established by taking one stock from each sector every time. This process resulted in creating 2268 portfolios (9×4×7×3×3 = 2268 combinations). As the weight of stocks in the portfolio, the weight of the related industry has been used.
iii -In the last stage, returns and standard deviations of these industry weighted 2268 portfolios have been calculated with the help of the following formulas: σ i = standard deviation of returns on stock (i) σ j = standard deviation of returns on stock (j) E(Ri) = return on stock (i) ri, j = correlation coefficient between the returns of stock (i) and (j) σ p = portfolios standard deviation (8) Negative coefficients of variation will be meaningless For more information on the subject see Sandy (1990) . Table V exhibits the findings of these risk-return calculations. Here, out of the total of 2268 portfolios, only the results of 30 portfolios have been given, since they represent the least risky portfolios in the ranking of the total available portfolios. As is seen from Table V, the least risky portfolio (EJUNX) is composed of the stocks of BIB, Bahrain Insurance Company, Bahrain Flour Mills, Batelco and Bahrain Hotels Company. In addition to this, BIB's stock is present in 17 portfolios of the first 30 least risky portfolios, whereas none of the other commercial banks could secure a place in this 30 least-risky portfolios (with the exception of Investcorp which is an investment bank). This fact can be considered as another evidence of the low risk level of BIB and risk reducing quality of BIB's stock in portfolio diversification.
Summary and Conclusions
The risk level of an Islamic bank is the combined effect of the three new statutes governing the operations of this institution, namely deposit holders are replaced by equity holders, interest payments to depositors are converted into profit or loss sharing, and loans to customer are transformed into capital participation.
To investigate the net effect of these new responsibilities on the total risk of Islamic bank, empirical analysis is conducted in three different areas.
First, financial ratio analysis is conducted for both BIB and all the rest of the locally incorporated commercial banks in Bahrain. Based on the results of this investigation, it can be concluded that BIB offers a higher profitability and a lower risk than the rest of the commercial banks.
Second, risk-return characteristics of BIB's common stock are compared with the other 26 stocks which are listed on Bahrain Stock Exchange. Although another yardstick is used this time, namely stock analysis; it is found again, that BIB's stock offers a higher rate of return and a lower risk than available in the commercial banking sector.
Third, risk-return characteristics of BIB's common stock are analyzed in portfolio context through the behavior of industry weighted five stock portfolios. The investigation shows that the least risky portfolio out of the total of 2268 possible five stock portfolios contains, with other four industry stocks, only BIB's stock as the commercial banking sector stock. Moreover, while BIB's stock was present in 17 portfolios of the 30 least risky portfolios none of the other commercial bank stocks was part of these portfolios. This finding is another indication of the low risk characteristic of BIB's stock. Therefore, it can be concluded that BIB's stock has not only risk reducing quality (due to low coefficient of correlation with the stocks of other sectors) but also the existence of BIB's stock in the stock market as an individual stock or as a partner of a portfolio will generate a stabilization effect to general movements of stock prices.
Our micro-level and quantitative investigation is based on only BIB and Bahrain economy. But this limitation should not hold back the efforts directed to reaching preliminary conclusions. Therefore, using only the above findings, it can be asserted that the bankers may achieve an above average performance at a moderate risk level by using the techniques of the Islamic banks.
It is expected that in the future, after the analysis of risk-return characteristics of Islamic banking institutions in other countries, these preliminary conclusions are scrutinized to establish general principles and final conclusions.
